Abstract Controlling shareholders pursue benefits of control (private benefits and shared benefits) via related party transactions, which result in different levels of earnings quality. Using data from all A-share listed companies in Shenzhen and Shanghai stock markets in the year 2001 and 2002, we found that when the share ratio of controlling shareholder is less than 50%, they prefer pursuing private benefits of control via related party transactions, giving rise to deterioration in earnings quality. By comparison, when the share ratio is more than 50%, controlling shareholders prefer pursing shared benefits of control through related party transactions, which improve earnings quality as a result.
Introduction
Enron went bankrupt. KMK and Mailyard (two Chinese listed companies) became cash machines for their block holders. In these cases we could find controlling shareholders who always use related party transactions to tunnel listed companies. Controlling shareholders transfer wealth to related companies by group-related transactions (Chang, 2003; Jian and Wong, 2004) , which deteriorate earnings quality (Wang and Tong, 2006) .
According to prior literature, Chinese economic institutions, legal system and corporate structure are vulnerable to related party transactions (Jian and Wong, 2004) , which are used by controlling shareholders to transfer corporate wealth and expropriate minority shareholders (Yu and Xia, 2004) . Normal related party transactions, however, could reduce transaction costs and improve efficiency (Coase, 1937) .
Then, how to evaluate related party transactions in Chinese capital market? This paper classifies related party transactions according to the possibility of obtaining different benefits of control by controlling shareholders: when private benefits of control are prevailing, related party transactions will deteriorate earnings quality due to the unfairness; when shared benefits of control preponderate over private benefits of control, related party transactions are often normal and will improve earnings quality accordingly.
Literature review

Controlling shareholders and related party transactions
As a rule, controlling shareholders have dominant control over corporate decisions, including making decisions of related party transactions. Cheung et al. (2004) examined a sample of 375 cases of "connected transactions" between Hong Kong listed companies and their controlling shareholders during 1998-2000. They found that excess returns both at the initial announcement of the connected transactions and during the 12-month period following the announcement are significantly negatively related to the percentage of ownership by the controlling shareholders and to proxies for information disclosure. The likelihood of occurrence of connected transactions is even higher for some firms when their ultimate controlling shareholders are from the mainland of China. Li et al. (2004) investigated the embezzlement of listed company's funds by controlling shareholders in China. Based on the data about Chinese listed companies over the period of 2000-2003, they found an inverted-U-shaped relationship between the embezzlement of list company's funds and the share ratio of the largest shareholder. Yu and Xia (2004) reported that firms with controlling shareholder have more related party transactions than firms without controlling shareholder based on their empirical study during 1999-2001. They thus suggested that controlling shareholders do transfer firm's resources and expropriate minority shareholders by means of related party transactions. According to Chen and Wang (2005) , the amount of money transferred and the likelihood of occurrence of related party transactions between the largest shareholder's group and the listed company are positively correlated with the share ratio of the largest shareholder. An increase in the number of shareholders with share ratios of more than 10% reduces the amount of money transferred and the likelihood of occurrence of related party transactions. In addition, it was also found that the higher balance among controlling shareholders, the less likely related party transactions occur, and the smaller the amount of money transferred.
Related party transactions and earnings quality
Gordon and Henry (2003) found out that earnings management is associated with certain types of related party transactions, such as loans to related parties for reasons other than home and stock purchases. Jian and Wong (2004) provided large sample evidence showing that the corporate structure, economic institutions and legal system in China are vulnerable to related party transactions. They found that when a listed company under a big corporate group is facing delisting or has a strong desire for issuing new shares, large scale of abnormal related party sales usually occur within the group. With cases in the capital market, Huang (2001) illustrated that wealth transfer influence earnings quality directly. Hong and Fang (2005) revealed that there is an inverted-U-shaped relation between the value relevance of earnings quality and related party sales.
As the above literature review shows that controlling shareholders influence related party transactions and the latter in turn shape earnings quality to some extent. But there is still one question which remains unanswered-is earnings quality affected during the process of controlling shareholders pursuing benefits of control through related party transactions? This paper attempts to probe into that in what ways do controlling shareholders influence the earnings quality. More specifically, we want to explore the relationship between related party transactions, as driven by different motivations for benefits of control and earnings quality.
3 The effects of related party transactions on earnings quality
Theory analysis
An important purpose of controlling shareholders' related party transactions is to obtain benefits of control including private benefits 1 and shared benefits. 2 The functions of these two kinds of benefits vary with the percentage of shares held by controlling shareholders. When the share ratio is low, controlling shareholders prefer private benefits. When the ratio exceeds the limit line, however, controlling shareholders are apt to obtain shared benefits of control. In doing so, related party transactions could be used by controlling shareholders to obtain private or shared benefits. But as shown in Fig.1 Dyck and Zingales (2004) defined private benefits of control as some value, whatever the source, not shared among all the shareholders in proportion of the shares owned, but enjoyed exclusively by the party in control. 2 The shared benefits of control arise from the substantial collocation of decision rights and wealth effects that come with large-block ownership. As the ownership stake of a blockholder increases, ceteris paribus, he has a greater incentive to increase firm value (Holderness, 2003) , which could be shared by minority shareholders.
3.1.1 Related party transactions driven by private benefits Private benefits of control are values enjoyed exclusively by the party in control 3 , which is not shared among all the shareholders (or other market participants) in proportion of the shares owned (or other corresponding rights and duties) 4 . When the controlling shareholders' share ratio is low, to pursue private benefits by means of expropriating the interests of minority shareholders is a better choice for controlling shareholders than to pursue shared benefits. Controlling shareholders could transfer wealth or get special benefits by self-dealing transactions between the controlling shareholders and companies they controlled (Gilson and Gordon, 2003) . During this process, controlling shareholders have strong incentive to manipulate the financial reports to hide the private benefits of control they obtained and the real performance of the company by various financial behaviors (e.g. related party transactions).
Related party transactions driven by shared benefits
At the same time, there are also shared benefits (Shleifer and Vishny, 1986; Mikkelson and Ruback, 1985) . When the share ratio of controlling shareholders reaches a certain level, they have a strong motivation to enhance the enterprise value (Holderness, 2003) . In doing so, related party transactions are always adopted as a useful method for they can reduce transaction costs and improve efficiency. Under such circumstances, related party transactions are regarded as fair and enterprise-value-maximum-oriented and will not affect earnings quality negatively. In China, however, the capital market and corresponding corporate governance system are far from being mature. The value of shared benefits has not been fully confirmed in the Chinese context. There are even some extreme examples such as 999 Pharmacy and Jiuguijiu Wine (Sun and Huang, 1999) , in which the share ratios of controlling shareholders are over 60%. Yet the controlling shareholders in these companies still indulged in tunneling their companies. What about other Chinese listed companies? In the present article, we attempt to explore into the interrelationship among related party transactions, benefits of control and earnings quality in Chinese listed companies.
Hypothesis development
To summarize, controlling shareholders pursue benefits of control via related party transactions which result in different levels of earnings quality (Fig.1) . When the share ratio is low, controlling shareholders prefer obtaining private benefits by means of unfair related party transactions which lead to low earnings quality. While the ratio is high, controlling shareholders pursue shared benefits instead of private benefits. The comparatively fair related party transactions under such circumstances are beneficial to the improvement of earnings quality. In Fig.1 , the share ratio of controlling shareholders (X) exerts an impact on earnings quality (Y) via related party transactions (M).
Mediation tests 5 are widely used in scientific studies such as management, psychology, sociology, etc (Baron and Kenny, 1986; Shaver, 2005) . A variable could be called a mediator when it meets the following three conditions: first, independent X significantly relates to dependent Y; second, independent X significantly relates to mediator M; third, when X and M both are independents in the model, the previously significant relationship between the independent and dependent variables disappear. Then, we could say a strongest mediation occurs and M is a single, dominate mediator. Of course, this kind of mediator is rare in humanities and social sciences. What we often find is that the relationship between the independent and dependent is still significant but becomes weaker than that of in the first step. This result indicates the M acted as a partial mediator between X and Y. There are a number of statistical methods we can use to measure the change of effect an independent variable on a dependent variable. Each of these methods has its own advantages and disadvantages (MacKinnon et al., 2002) . We need to choose from them in accordance with the specific study purpose.
Based on the discussion of mediating variable, we propose three basic hypotheses as below:
H1: When the share ratio is low, controlling shareholder's share ratio is negatively related to earnings quality; when the ratio is high, the relationship is positive.
H2: There is a positive relationship between the share ratio of controlling shareholders and related party transactions.
H3: When the share ratio is low, related party transactions are used to obtain private benefits of control, resulting in lowered earnings quality; when the ratio is high, related party transactions serve for shared benefits, resulting in improved earnings quality.
4 Concepts and models 4.1 Concepts
Related party transactions
In this paper, we only consider those related party transactions which are directly related to the interests of controlling shareholders and thus are under direct control of controlling shareholders. That is to say, related party transactions are defined as the transactions between listed companies and controlling shareholders (corporations or individuals) and other entities controlled by the controlling shareholders. We used a dummy variable as the proxy of related party transactions occurrence (if a listed company involves in related party transaction, the dummy variable = 1, otherwise, it = 0), regardless of the frequency, amounts, benefits transferred and ways of these related party transactions.
Controlling shareholders
In most cases, the controlling shareholder in a company is the largest shareholder in Chinese capital market. Hence we use the share ratio of the largest shareholder as the proxy for the power of controlling shareholder.
Earnings quality
This paper uses value relevance based on market returns to measure earnings quality, which is defined as the ability of accounting earnings to explain and forecast market returns. The main method in the research of value relevance is computing the earnings response coefficient (ERC) (Hayn, 1995) . Drawing on Fan and Wong's (2002) study procedure, we multiplied earnings by the share ratio of controlling shareholders and related party transactions and entered the products into the basic ERC model to measure the effects of those variables on basic ERC.
Models
Based on basic ERC model, mediation test and controlled variables in previous literature, we build models below: These three models are corresponding to the above three hypotheses respectively.
Model 1 reflects the impact of controlling shareholders on earnings quality. λ and b are significantly negative below the dividing line of the share ratio, positive when the ratio exceeds the line. Table 1 shows the variable definitions: Sample of listed companies in finance industry, companies newly going public or have missing data were deleted. Then we deleted companies with identity or the share ratio of the largest shareholder changing 6 in one accounting year to minimize the effects of ownership change on related party transactions. Finally, we deleted the sample whose share ratio of the largest shareholder equals to what of the second largest shareholder to weaken the effects of co-control. Then, our sample consists of 1643 firm-year observations. The descriptive statistics are shown in Table 2 . 6 When the control rights transfer, the original law of the related party transactions is affected by the changing of the benefits relationship. But there are two possibilities different from the general status: the ultimate controller of the listed company maybe still the same one while the direct controlling shareholder changes, the controlling shareholders before and after are related. These two possibilities are quite rare and difficult to observe for outsiders, so we delete all the data whose controlling shareholders changed. Table 2 indicates that the share ratio of the largest shareholder is ranging from 3.73% to 85%. Mean is 45.30%, reflecting the strong control of the largest shareholder. The maximum of the second largest shareholder is 37.39%, but mean is only 8.07% representing a limited balance mechanism. Mean of the related party transactions is nearly 0.5, indicating the universality of related party transactions in Chinese listed companies. So, it is very important to research on the relationship among controlling shareholders, related party transactions and earnings quality.
Mediation tests
We divided the 1643 firm-year observations into two groups with the dividing line of absolutely control right by the largest shareholder (with a share ratio of 50% 7 ) to run regression. 7 According to prior literature, there is a inverted-U-shaped relationship between the share ratio of the largest shareholder and some management results, the turning point often appears around 50% (such as Li et al., 2004) . This paper tested the impact of the share ratio change of the largest shareholder on the basic ERC. In univariate and multivariate analyses, we found strong evidence of the 50% share ratio as a dividing line. The analyses results are not reported here due to space limitation. (1) *** significant at 0.01 level (two tailed test)， ** significant at 0.05 level， * significant at 0.1 level. (2) The results of year and industry are omitted. Table 3 shows the results of Model 1. The coefficient of the share ratio of the largest shareholder in group 1 is significant -0.084 at 0.01 level (panel A), which reduces the basic ERC. That is to say, there is a significantly negative relationship between the share ratio of the largest shareholder and earnings quality.
Results of model 1
We used ridge regression with ridge parameters 2001 0.12
The results showed that when the share ratio of the biggest shareholder is over 50%, there is a significant positive relationship between the share ratio and earnings quality.
In addition, the controlled variables represented consistent characteristics in both groups: size is positively related with market return, β is negatively related with market return, Q has a positive relationship with market return, reflecting clear market expectations of corporate size, risk and growth. By comparison, debt ratio is different. There is a negative relationship in group 1 and a positive one in group 2. A possible explanation is that a share ratio exceeding 50% of the largest shareholder means a closer relationship between the shareholder and the corporation. The debt size represents an optimistic expectation of the insiders and gives a good signal to the outsiders.
Results of Model 2
Since we took related party transactions as the mediator, we need to know if related party transactions are affected by the largest shareholder. The results of Model 2 are shown in Table 4 . The share ratio of the largest shareholder is positively related to related party transactions in both groups. Related party transactions are important ways to pursue the benefits of control. There is a weak balance effect from the second and the third largest shareholders in group 1. In group 2, the second largest shareholder also enjoys related party transactions, which infers that the largest shareholder is apt to creating shared benefits. (1) Wald results are in brackets, *** significant at 0.01 level (two tailed test)，** significant at 0.05 level，* significant at 0.1 level. (2) The results of year and industry are omitted.
Results of Model 3
We need Model 3 to finish the mediation test and results are exhibited in Table 5 . Panel A shows the results of group 1. The coefficient of related party transactions is significantly negative which means a negative effect on earnings quality. The coefficient of the share ratio of the largest shareholder is still significant but weaker than the corresponding result in Table 3 . Panel B shows a significantly positive relationship between related party transactions and earnings quality. The results of shareholder are the same with Panel A. We can thus infer a partial mediation effect existing. To confirm whether these results are statistically significant, we used the method of Freedman and Schatzkin (1992) and computed the result of coefficient of the share ratio of the largest shareholder in Model 1 minus what in Model 3. Then we compared this result by using the formula as below: T of the pooled data is -2.513 in Group 1, 13.153 in Group 2, which means the coefficient of the share ratio is significantly reduced, indicating that related party transactions are a mediator between controlling shareholders and earnings quality. 
Conclusions and limitations
This paper found a mediating effect of related party transactions between controlling shareholders and earnings quality.
Conclusions
When the share ratio is low, controlling shareholders are likely to pursue private benefits of control by related party transactions. As a result, earnings quality will be reduced. Related party transactions can be completed quickly within the control scope of controlling shareholders and could facilitate the interests distribution among controlling shareholders. The related party transactions based on private benefits are often characterized by profits adjusting, earnings management and so on, which are unfair to other minor shareholders and usually lead to low earnings quality.
When the ratio is high, related party transactions are usually aimed at obtaining shared benefits of control. As a result, earnings quality is improved. When the share ratio of controlling shareholders exceeds the dividing line, controlling shareholders prefer getting benefits by enhancing enterprise value. In doing so, related party transactions are frequently used. Since the related party transactions aim at obtaining shared benefits under such circumstances, they are highly efficient and transaction-costs-saving. Accordingly, earnings quality gets improved.
Limitations
First, proxies we used for controlling shareholder and earnings quality are not comprehensive enough. Ideally, data should come from field investigation in every listed company. Due to the limitations of time and funds, we were unable to do so. Instead, we used ERC as a substitute index to measure earnings quality.
Second, we ignored the time of initial announcement of related party transactions. In reality, some information of related party transactions is absorbed by the market when announced. In addition, the effects of the annual report do not owe to related party transactions completely. We thus can not eliminate completely effects of other non-controlled factors.
Since time period was not long enough, we only collected data of Chinese listed companies in 2001 and 2002. Therefore, the applicability of the conclusions needs to be further proved.
